interconnectisn. he requ.rement ISr nutual campensat.:n
‘nas not reduced =he Moncgoly power at all.

Thls case illustrates :tnhe problem with relying only en
a structural solution such as mutual compensation without
centrol of the actual rates paid. Consider, for example,
the case of a local exchange company interconnecting with a
wireless services provider. Assume that the local exchange
company is the only service provider for some customers but
that the wireless service can be provided on a competitive
basis. If the local exchange company has a wireless
affiliate, it can maximize the tctal profits of its
enterprise by setting a high mutual compensation rate.
Payments to the local exchange company froa the wireless
companies are an internal transfer for the affiliated
company but a real cost for the unaffiliated company. So
long as the competitive wireless companies send more traffic
to the lccal exchange company than they receive from it (as
is generally the case), then a high nutual compensation rate
disadvantages the non-lzziliatod carriers and could make it
impossible for them to compete with the affiliated carrier.
Thus if the monopolist of part of the market is not
restricted in its ability to enter potentially competitive
sectors of the market, mutual compensation without control
of rates fails to provide the consumer benefits of

competition.



C. Mutual Compensatiocn at Cost

In this case, each zarty TuSt compensats the other at
identical rates, cut the rates are linited to the actual
cost of providing terminating service. Using the model
develcped above, the compensation rate for terminaticn
service in this case would blAS.SO per call.

The competitors of B will provide BB traffic at the
competitive price of $1.00. They will also provide BA
traffic at the competitive price of $1.00, composed of $.50
incurred as their own cost for originating traffic and $.%0
incurred as an access payment for terminating traffic. The
monopolized customers of A will pay the monopoly price of
$2.00 per call for AA traffic and will pay the monopoly
price of $2.00 per call for AB traffic.

With cost-based interconnection charges, the opening up
of S0 percent of the customers to potential competition
reduces monopoly power by S0 percent. This contrasts with
the case of mutual compensation without control of rates in
which the monopoly pover was only reduced by 20 percent.
The cost-based interconnection effectively eliminates the
network externality and makes the tslephone network similar
to a standard market. The two "products® of service to A
ahd service to B can be sold separately in accordance with
their respective market conditiocns. The cost based
interconnection effectively severs the tie between the

produé:s, and removes it from the context of network



exzernalities, verzical .nczegrat.cn, or tighely
ssmplementary products.

The use cf ccst tased lnterconnection also makes the
monopely power and actions of A very visible. In the
preceeding case, the customers of A and B were charged the
same pricse, leaving some potential doubt as to whether A vas
truly exerting its monopoly power. In this case, the
customers of A are charged twice the rate of the custoners
cf B even for the same physical call and therefore the

monopoly actions of A are clear.

IV. 7ixzed costs per subscrider

Assune a fixed cost of $2 per subscriber. That is, any
company that chooses to serve a particular subscriber incurs
a cost of $2 even with no traffic, and incurs iho same costs
as above ($.50 originating and $.50 terminating) for each
call carried. [Fixed costs per subscriber have been a
standard part of telecommunication history, and many of the
existing universal service provisions are concerned with
defraying the fixed costs per subscriber. In telephone
language, the previcus section assumes non traffic sensitive
(NTS) costs are zero and this section assumes NTS costs are
significant.
A. No Required Iantercoanection

With no required interconnection, a company choosing to

serve the potentially competitive customers in set B can
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snly ce certain cf twne 33 traff.c ‘the traffic ameng
custcners cf 3). A separata network to serve only BB calls

atT a srice of Sl per call as in %he previous section is no

longer viable because of the fixed cost per subscriber. A
company desiring to serve only BB traffic must charge encugh
to pay the fixed cost of $2 per subscriber as well as the
usage cost of S1 per call. Thi only way to do that with
linear pricing is to charge the BB customers the monocpoly
usage price of $2 per call, yielding a profit above usage
costs of $2 per person which is just encugh to cover the
fixed cost of serving the person. That provides no
advantage to customers of BB compared to accepting service
from the monopoly and therefore the separate network for BB
customers alone is not feasible.

So long as interconnection is not required and the
sancpolist of A recognizes that service to BB alone is not
viable, the monopolist of A will refuse connections. That
allows A to monopolize the entire market. A’s ability to
extend its monopoly power from AA and AB traffic to include
BA traffic in the case of no fixed costs novw allows A to
extend its market pover to BB traffic as well.

Alternatively, A can accomplish the same thing as
refusing to interconnect by setting a high fee for
interconnection. If A charges $1.50 for traffic terminating
on its network, customers of B are indifferent between
taking service from A or from B and A makes a profit of S1

per call either directly from the customer or from the



incerconnection fees charged 2 3. The di:fference frca -he
crevious case is that A can ncw also nake a profit of S1 per
call frs2 BB calls because 1t 1is .nfeasible to pay zhe
addizicnal fixed cost of having a separate network osnly for
38 calls. The combination of fixed costs and no
interconnection requirements means that the potential
competition for half of the customers does not reduce total
monopoly power at all. The customers pay full monopoly
prices for all calls, just as if there were no possibility
of entry for any customers. Total potential moenopoly
profits are less in this ©ase than before because of the
fixed cost per subscriber. The potential monopoly profits
of $30 in the previous case are reduced by $12 (fixed cost
of $2 per subscriber times 6 subscribers) to $18. However,
the monopolist of A now makes 100 percent of tho potantial
monopoly profits rather than 80 percent as in tbo previous
case.
8. Required interceonnectioa vith mutual compensation

A will desard a hlgﬁ rate (above $1.%50 per call) as a
ternination fee for any traffic received from B and will
agree to pay the same rate for any traffic sent to a company
serving B. However, A will also establish an agfiliate in 8
and will send as such traffic as possible to its own
affiliate. As in the case of no fixed cost, this transfers
profit from the monopolist of A to A’'S agfiliate serving B8
customers, but it does not reduce prices for customers or

reduce total monopoly power. Because of the fixed costs per



susscriber, no company Lnderpendent £ the mcncpolist zf 4
w1l find it profitable =2 serve any rzart =f =he 3 narket,
The .nterceonrecticon fee established by A makes 1%
unpr:!i:ablo tO serve B customers wWithout return traffic,
and unatfiliated companies serving B cannot be certain of
the amount of return traffic they will receive. The fact
chat unaffiliated companies see the interconnection fee as a
real cost while the affiliated company only sees it as a
transfer payment among parts <f the company allows A to
manipulate the fee to disadvantage its competitors. Thus
even with half of the market open to competition and
required interconnection with mutual compensation, A can
nonopolize the entire markst by controlling the level of the
interconnection fee.

As in the case of no fixed costs, the key issue in this
case is that A is able to establish an affiliate to serve 8,
but competitors in B are not able to establish an affiliate
to serve A. Consequently, A and its affiliate can pay any
necessary fee to each other and recognize the profit in
whichever place is convenient. So long as A can establish
an affiliate in 8, there is no difference between the case
of required intsrconnection with mutual compensation and the
case of no required interconnection. In both cases, the
monopolist of A can entirely monopolize the market.
c. Mutual Compensation at Cost

Wwith cost-based mutual compensation, the moncpolist of

A is no longer able to extend its monopoly pover into the B



=arket. AS in =he case cf no f.xed cIst, cost-tased autual
ssmpensaticn allows the custcxmers of 3B and BA to ensoy
csmpetitive pricas. The zcnopolist ¢f A cannot artificially
raise the price of BB or BA traffic by setting a high mutual
ccnmpensation rate and transferring profits to an affiliace.
Cost-based mutual compensation achieves the thecretical
ideal of restricting monopoly power to the set of custcmers
for which there are no alternatives and preventing the
extension of monopoly power to potantially competitive
markets through manipulation of interconnection
compensation. With cost-based nutual interconnection, the
opportunity for competition among half of the customers
reduces total monopoly power in half. That contrasts with
the case of mutual compensation without restrictions on the
rate charged in which the opportunity for competition among

half of the customers did not reduce monopoly power at all.

v. Practical Considerations ia Designing an
. Interconnection Policy

Both existing policy toward international settlement
rates and thecoretical analysis support the goal of cost
based compensation rates for jointly provided services. In
the above examples, cost was a simple constant rate per
minute. Unfortunately, the real world is not so simple and
th. actual definition and measurement of cost‘roquir- care.
For example, most telecommunication equipment is engineered

for peak period usage. Because most of the cost of service



s related =2 cnmg capac.ty cf the £lant rather than :he
actual nunker of ninutes used, the true cost for reak pericd
usage 1S TUCh jreater tnan e cost for cff peak usage. The
cost of czarrying off-peak traffic zay be very near zero.

Any interconnection policy should provide feasible
administrative and measurement nmechanisms and should provide
maxinun freedom for innovaciohs in service and pricing. Two
practical approaches to the general principle of cost hbased
mutual compensation should be considered.

A. Seader keep all

A particularly simple approach to mutual compensation
is sender keep all. Under this arrangement, each company is
obligated to terminate traffic for other companies and is
entitled to have its traffic terminated by other companies.
Each company bills its customers for its originating traffic
and pays no compensation to any other company for
terminating service.

Sender keep all is mutual compensation with the price
of terminazing service set at zero. It is economically
efficient so long as the real cost of providing terminating
service is low. The incentives for manipulation are
reversed in this case compared to the previous cases of
| above-cost terminating rates. Under sender keep all, each
company has an incentive to increase the efficiency of its
cperations in order to reduce its costs and to maximize ics
outgeing traffic relative to its incoming traffic because

ocutgoing traffic is the most profitable.



A.Tncugn sender xeep 3l. Zdezarts frecm the checretical
;zal of S3Sst tased csmpensaticn Iy setiing a telow cSst
crice £3r terminating service, there s less cppor=zunity for
Tan.gulaticn Than with the price of terainating service
above cost. If traffic is balanced, the price is
irrelevant. Decreasing the incentives for traffic
manipulation will tend to increase the balance of the
traffic and reduce the significance of the difference
between cost and the zero compensation rate. With mutual
compensation rates above ccst, the zonopolist has an
incentive to send as much traffic as possible to its own
affiliate and as little traffic as possible to the
competitors of its affiliate. With sender keep all, the
monopolist has no incentive to send traffic to an affiliate.
The monopolist does have an incentive to refuse to accept
cerainating traffic, but the interconnection requirement
inplies an obligation to terminate any traffic that is
presented.
B. Peak Usage Measureaent

The recent NYNEX-Teleport interconnection arrangment
provides an example of a combination of usage charges and
sender keep all arrangments. The general form of the
agreezent is to establish a particular charge for a two-way
channel of given capacity between the two companies.
Traffic is measured at the busy hour each zonth and the
relative measurements are used as an allocation factor for

the established channel rate. 1If traffic is exactly
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Althcugh sencder xeep a.. Zerarts frcam che :heorec#:ai
jcal of <ost sased ccompensaticn Sy setting a belcw cest
crice fOr terminating service, there .s less opportunity for
manipulaticn than with the price of terminating service
above cost. If traffic is balanced, Zhe price is
irrelevant. Decreasing the incentives for traffic
manipulation will tend to increase the balance c¢f the
traffic and reduce the significance of the difference
between cost and the zero compensation rate. With mutual
compensation rates above cost, the monopolist has an
incentive to send as muc& traffic as possible to its own
affiliate and as little traffic as possible to the
competitors of its affiliate. With sender keep all, the
moneopolist has no incentive to send traffic to an affiliace.
The monopolist does have an incentive to refuse to accept
terminating traffic, but the interconnection requirement
implies an obligation to terminate any traffic that is
presented.

B. Peak Usage Measurement

The recent NYNEX-Teleporet intcrconnccgicn arrangment
provides an example of a combination of usage charges and
sender keep all arrangments. The general form of the
agreement is to establish a particular charge for a two-way
channel of given capacity betveen the two companies.
Traffic is measured at the busy hour each month and the
relative measurements are used as an allocation factor for

the established channel rate. If traffic is exactly



salanced, the payments to each I:inmpany cancel cut and che
Level Of the established rate .s .rrelevant. If sraffic :s
ncz tcalanced, and if Teleport, for example, sends nore
traffic tTo NYNEX than it receives from NYNEX at the busy
lour, that imbalance is used to compute a net payment from
Teleport o NYNEX.

The agreement is essentially a sender keep all
arrangement for non-peak traffic. Because relative traffic
is only measured at the peak hour, either company can
increase its traffic to the other at non-peak times without
affecting the charges duee For peak traffic, the agreaement
is essentially a per minute compensation scheme. An
increase in peak period traffic from NYNEX to Teleport, for
exanmple, without a corresponding increase in the other
direction, changes the financial flows between the companies
in the same way that a per minute charge for peak
terninating traffic would do.

The distinction between peak and off-peak traffic is
beneficial for administrative simplicity and for econcamic
efficiency. Costs are generally associated with peak
traffic and therefore the effectively zero charge for
terminating off-peak traffic is cost based.

while the structure of the NYNEX-Teleport agreement is
beneficial for equating termination charges to cost during
the off-peak period, it does not in itself solve the problea
of increasing market power through high charges discussed in

the previcus sections. 1If the established price for a



channel 3f 3jiven capacity .s set far afbcve c2st, then tre
szozany “ith narket power csuld engage in the same xind of
man.culatisn discussed abcvc.. For example, with a very high
priced crnannel, NYNEX could choocse =0 not terminate traffic
through Teleport during the peak hour while Teleport would.
have little choice but to terminate traffic through NYNEX.
That could cause Teleport to piy rates for termination that
vere high enough to reduce the benefits of competition.

If the established price for a channel of given
capacity is near the real cost, then the NYNEX-Teleport:
arrangement provides an attractive ﬁeﬁol for general
interconnection issues. It would approcach a cost-based
interconnection fee for both peak and off peak traffic,
leading to economic efficiency and opportunities for pricing

innovations.

vI. Cosnclusion

When the market is composed of segments that are
monopelized and segments subject to competition,
interconnection and compensation arrangements are critical
to the development of effective competition. A good
interconnection policy will allov effective competition in
the potentially competitive segments of the market while a
poor interconnection policy will allowv the monopolist of
part of the market to extend its monopoly iato potentially
competitive sectors of the market. This paper has shown

that the theoretically correct policy is mutual compensation



1= -2st zased races 3nd =~act TuUIual SIToensation alsne oS
cmsufficlent T3 limlt Tcncpoly ccwer. A daesirable
Lnterccnnecticsn policy sheuld te clcsely related =2 the
Theoret.sa.ly Sorrect policy and alseo take account of t-he
gractizal problems of administrative feasibility and of the
definition and measurement of cost.

Several specific cenclusions can be drawn frem the
analysis of this paper:
(1) If there are no regulatory controls on compensation for
interconnection, the moncpolist of part of the market can
extend its moncpoly power to the entire market;
(2) A mutual compensation policy without limits on the
level 6! rates doces not limit market power;
(3) The level of rates under a mutual compensation policy
is unimportant if and only if the level of incoming and
outgoing traffic is exactly balanced. Because traffic
levels will rarely, if ever, be exactly balanced, the leval
cf rates will be an important factor in the viability of
competition;
' (4) A mutual compensation policy with prices limited to the
cost of service is the thecretically correct compensation
policy. Mutual compensation with prices limited to the cost
of service prevents the monopolist of part of the market
from extending its market power to potentially competitive

sectors of the market.



'3} Capacity charges ratner tlan fer minutae charges allicw
z=ention to be focused cn the cost of service at the peak
L:ad'wh;:h {s generally the real cast of servics;

(6) "Sender keep all" is an administratively simple mutual

cempensation scheme with zero prices for terminating

service. It is an attractive approximation to the

thecretically correct policy of cost based prices when the

incremental cost of terminating service is low.



APPENDIX

Brief Summary of Past Interconnection Coampensation Efforts

Intercsnnection issues have played a crucial r-ole in
competitive viability and in pricing policy throughout =he
history of the telecommunication industry. Interconnection
disputes began with the early efforts to expand market fower
in the telegraph industry through limits on interconnection
rights and contined through the Bell companies’ early
twentieth century denial of interconnection to independent
telephone companies, the development of legal rights to
interconnection, the private line and CPE interconnection
controversies of the 1970’s, and the development and
implementation of the access charge system during the
1980’s.

The 1980 Computer II decision to remove CPE from Title
II regqulation included the decision to eliminate the support.
flows that had previously gone from CPE to other parts of
the industry. Customers gained the right to interconnect
any amount of CPR (so long as it met specified technical
standards) to the public network with no specific
interconnection charge. Customers still had to pay the
tariffed local rates for service, but CPE vas "carved off"
from the public network. That decision was made in the
context of a monpoly public network and a potentially
competitive CPE component. Without the interconnection

requirements, the monopeoly local network provider could also



mcnpolize the CPE, tut with tle reguirements, the CPE narket
zcuid develeop in a compet.tive way .ndependently cf the
act.zns of the aonpoly local netwerk providers.

<t would have teen possible to apply the CPE acdel =0
long distance intercennection (allowing the competitors to
interconnect at ordinary local rates as MCI originally
requested in its Execunet service), but that would have
elizinated the established system of revenue flows from long
distance to local service. The decision first to allow AT&T
to impose the ENFIA tariff rather than local rates for long
distance interconnection,~and then the development of the |
access charge system, implied a desire to maintain the
systen of revenue flows from long distance to local services.
The access charge system together with the MFJ restrictions
on BOC participation in long distance service allowved the
long distance market to develop competitively without
interference from the loccal exchange companies, but did net
force prices to the true cost of service as normally happens
in a competitive market.

Both the CPR and long distance controversies occured in
a market structure in which one party (the local exchange)
vas assumed to have monopoly power and the other party (the
CPE user or long distance provider) was assumed to operate
in a competitive market. Thus the policy concern was to
ensure that the competitor could receive access to the
menopolized market at an appropriate price. The

internaticnal model provides a more equal example in which



zoth Fartiles are assuned o have tarket zcwer. SO ling as

J‘

757 ~as tle only U.S. carrier I3r .nternational telephone

4
"

"

affic, L% czuld bargain cver the c:cnmpensation scheme wizh
moncgcly entitles in foreign countries cn an equal tcasls.
However, the beginning of competition in the U.S. for
international calls increased the bargaining power of the
foreign carriers. The foreign carrier was no longer
restricted to dealing with AT&T for U.S. traffic but could
agree to send traffic to the U.S. carrier that offered the
foreign monopoly carrier the most favorable terms. This
pessibility created created considerable concern at the FCC
over whether the beginning of international competition in
the U.S. would only benefit foreign carriers and not U.S.
customers. Evan Kwerel’s 1984 analysis of the internatiocnal
market concluded:
This paper raises seriocus questicns about the wisdom of
deregulating U.S. international telecommunications
without considering whether this will increase the
market power of foreign telecommunications authorities.
Increased competition among U.S. suppliers of
international telecommunications services is likely to
result in a reduction in the U.S.’s share of the
benefits from such services unless the U.S. government
takes appropriate counterneasures.é
The concerns raised in Kwerel’s 1984 paper later
developed into extensive FCC efforts to prevent monopoly
foreign carriers from taking advantage of their unequal

bargaining pesition with competitive U.S. carriers. The

6 Evan Kwerel, "Promoting Competition Piecemeal in
International Telecommunications,” FCC, OPP Working Paper 1J
(December 1984), p. 49.



Cammissicn found =hat egual sayment 1n each directisn was
inadequate protection agalnst tanipulaticn for a moncpolist

of cne side and scught to bring the rates paid for

imterrat.conal terminating service down %o the level of ccst.
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COX ENTERPRISES.INC.
RESPONSES TO I.LC ARGUMENT AGAINST “BILL AND KEEP™

Argument:  “Bill and keep” arrangements arc based on (he e1ONCOUS ASSUTIDTION At
the costs of terminating traflic are the same as the costs oI OngInating it, wnen i faci he
costs of terminating traffic are higher

Response:  The LECs have not produccd any cost data to prove this assertion, and i
anything, the opposite is true -- originating traffic is more expensive than termmating it at
the last switch of the connecting network  This argument seems to be based on the
erroncous assumption that the terminating carricr will route the call through mast of its
network, and the originating carrier will transter the call to the terminating carrier at the
tandem (or higher). However, Cox is asking only that “bill and keep™ be used for trafiic
tcrminated at the end office, where the cost of termination is de minimis (on average.
about $.002 per minute).

Argument:  “Bill and kcep™ mistakenly nssumes that the costs of termination are cqual
between networks and that traflic flows between networks will be in balance, thus causing
the costs and charges between carriers to canccl each other out

Response:  Studies using the LECs’ own data demonstrate that the average costs of
terminating traffic on incumbents’ networks are de minimis. It thus would not matter
should the costs of terminating traffic on a ncw entrunt’s network turn out to be smaller.
Moreover, from a theorctical perspective, prices in a purely competitive market would be
uniform and would be set by supply and demand, not by an individual supplier’s costs.
Therefore, the price for interconnection should not vary simply because one supplier is less
efficient than another. The LI:Cs themselves have long argued for regulation in which
prices arc de-coupled from costs. Their insistence that differences in termination costs
among networks should be reflecied in ratcs for terminating t1aflic is a throwback to
1960s-style rate-of-return regulation

The fact that the average incremental cost of terminating traftic is so tiny also makes it
urclevant that traffic flows might be imbalanced at the outset of competition. “Bill and
keep” is an efficient economic solution where either: (1) traffic flows are roughly
balanced ot (2) the cost of terminating traffic is low in relation to the transaction costs of
measuring and charging for traffic. With termination costs averaging $.002 per minute, it
would be cheaper 10 use “bill and keep” than it would be to develop methods of counting
and billing for traffic.

Finally, “bill and keep” climinatcs inefficient marketplace incentives. The higher the
intcrconnection charge, the more competitive carriers will be forced to distort their
marketing in the direction of customers (such as Pizza I1ut) who make very few calls and
who receive many calls. This will occur because competitive carricrs will derive greater



market distonion from occurnng

Argument:  ~Bill and keep' ignores the type and score o1 factiinesiequure 0
terminate calls and the resulting costs of providing the service  Inumbpents stoud
bear the entire cost of mamtaining the ubiquitous network, which wouid happen uncer
“bili and keep."”

Responsc: Since “bill and keep” would be used for calls terminared at the imcumbent
LEC’s end officc, a competitive carrier would use only a small portion of the incumbent’s
network The incremental costs of such intcrconneetion are minuscule and are
outweighed by the costs of measuring and charging for traffic. Morcover, incumpent
LECs would bc compensated at cost for calls terminated at the tandem. Accordingly. the
argument that “bill and keep” will impose a serious cost burden on incumbent LECs 15
simply erroneous.

Moreover, the LECs already are recovering the costs of the “ubiquitous network” thiough
existing rate structures. To the extent that incumbents really are arguing that thev should
be allowed to charge above-cost interconnection rates in order to stave ofl (or be
“compensated for”) losses caused by competition, that argument directly contravenes the
public interest. Policymakers across the country agrec that competition in the local loop
benefits consumers. Allowing incumbent 1ECs to add a surcharge 10 termination charies
could suffocatc, and would certainly be counterproductive to, competition in the local
loop.

In addition, federal and state regulators already are easing regulation of monapoly 1.ECs
to ease their adjustment to a competitive environment. For cxample, the FCC just
adopted a notice proposing relaxation of its price cap rcgime to help incumbent LECs
better respond 1o competition. Many statcs arc moving from cost-of-service 10 price cap
regulation, and somec statcs arc cven granting price flexibility before demonstrable
competition exists. These proceedings are the proper place 1o address LEC arguments
about the “harms” introduced by competition

Argument:  Universal service will be seriously undermined by the introduction of
competition into the local loop. Interconnection charges for terminating traffic thus
should include a surcharge to prevent erosion of universal service.

Response:  Consumers with limited incomes should have access 1o reasonably priced
basic local exchange service, os should those who live in high-cost arcas. The
development of competition will spur all LECs to lower costs and expand their customer
base, thereby reducing the need for universal scrvice assistance to such subscribers over
time. In the interim, however, the way 10 cnsurc that universal service continues is to
address the need for, and establishment of, a universal service fund in a scparatc

proceeding -- not to include a universal service surcharge in LEC rates for terminating
traffic. ' ,



Argument:  “13ill and keep” will irreparably injure mcumbent 1 1Cs by causing
“dumping”, in which a competitive carrier sends ail of its tratfic 10 the incumtent for
termination as “local calling.” oven though the traific inciudes large volunes of caiis thiat
are not local. Specifically, competing LECs could lure IXCs (and their access revenue)
away from incumbents LECs by reselling the frec rermination service received (rom the

incumbent 1o the IXCs or offering them discounted access rates.

Response:  Assuming this scennrio were to occur, consumers would benefit because
the reduced access charges would result in lower long distance rates. 1lowever, should
regulators beccome concerned that lower access rates are having an adverse effect on the
provision of local exchange service, that issue should be addressed through universal
service or access charge reform, not through the imposition of an unrelated and
anticompetitive surcharge in the rates for terminating traflic on the local exchange

Argument: Because it allows competitors 10 use incumbent LECs" networks without
compensation, “bill and keep” is an unconstituiional taking that violates incumbents’ Fifth
Amendment rights. '

Response:  Courts can be expected to consider three factors in assessing whether a
government-imposed “bill and keep” urrangement for traffic terminated at the end office
constitutes a regulatory taking: (1) the ecoriomic impact of the regulation, (2) interference
with invesiment-backed expectations, and (3) the character of the governmental action..
The third element refers to whether there has been a physical taking -- i.¢., a physical
invasion of LEC property -- which is not at issue here. The first fuctor, the economic
impact of the regulation, generally requires that the property be rendered worthless, or
virtually worthicss, as a result of the government’s action. Should “bill and keep” be
adopted, however, the LECs can continue to provide all of the services they currently
provide and their termination of traffic for interconnecting LECs will have no effect on -
other uses of their facilitics. Incumbent 1.ECs also will receive the further economic
benefit of being ablc to terminate their traflic on competing networks at no cost. As for
the second element, interference with investment-backed cxpectations, the courts are clear
that the merc loss of anticipated profits does not constitute a taking. Accordingly, “bill

“and keep” would not deprive the incumbent LECs of their property in violation of the
Fifth Amendment under the relevant caselaw.

Morcover, as a practical matter, studies using the LEECs’ own data reveal that the
trangaction costs of measuring and charging for terminating traffic at the end oflice are
probably highcr than the de minimis cost of terminating the traffic. Thus, using “bill and
keep™ for end office traffic termination is fair to incumbent LECs and produces an
economically cfficient result. '

Argument:  “Bill and keep” would require revision of incumbent billing systems which
are airsady in place to handle access charges. There is a high likelihood that new entrants
will hand off local traffic to the incumbent to be terminated in a third carrier’s temtory.




“Bill and keep” cannot work under this scenario because the muddlc cartier would not be
In a position to bill the end user placing a cail. and wouid cnd up performing a service
without any form of compensation.

Response:  This argument again assumes that “bill and keep™ would be appiied for all
types of interconnection, when in fact Cox 1s asking that it be adopted fqr rerminations
that occur at the end office. In the scenario posited by the LECs, 1hp mxddl.e carrier would
be compensated by the originating carrier for the transport services it supplied.



